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Abstract: The GOP's Contract with America is a big issue in Congress today. The Contract has
made 1995 the year of tax cuts. The "Contract" provides tax cuts to both individuals and
corporations. This writing will focus on the tax provisions proposed for noncorporate taxpayers.
The contract has encountered many changes since its inception in 1994. The House, Senate, and
President each propose different perspectives on the tax provisions contained in the "Contract."
Although the tax provisions have not yet been incorporated into law, due to conflicts
between Congress and the White House, the tax bills are expected to pass by Christmas 1995. It
is important, though, that tax changes meet the criteria for a good tax structure. Thus, each of
the tax provisions proposed within the House-Senate bill have been analyzed to ensure it is fair,
















Under the United States Constitution, the House of Representatives is responsible for
initiating new tax legislation (phillips 1-29). However, tax bills may also originate in the Senate
as riders to nontax legislative proposals. Often, major tax proposals are initiated by the President,
accompanied by a Treasury Department study or proposal, and then introduced into Congress by
one or more representatives from the President's political party.
A tax bill introduced in the House of Representatives is referred to the House Ways and
Means Committee. The House Ways and Means Committee is comprised of38 members (see
exhibit 1). The proposal is considered by the House Ways and Means Committee, where public
hearing are held. To be approved by the House Ways and Means Committee, a majority of the
votes (20 votes) are needed. If acceptable to the House Ways and Means Committee, the
proposed bill is referred to the entire House of Representatives for approval and disapproval.
Amendments to the bill from individual members of the House of Representatives are generally
not allowed.
The House of Representatives consists of 434 members. For House passage of any
legislation that changes the way the Federal government taxes requires a majority (218) of the
votes. Legislation that increases tax rates requires a three-fifths "super-majority" (261 votes) for
House passage. Approved bills are sent to the Senate, where they are referred to the Senate
Finance Committee for further consideration.
The Senate Finance Committee consists of20 members (see exhibit 2). In order for a bill
to pass in the Senate Finance Committee, a majority of the votes are required (11 votes). The tax
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bill approved by the Senate Finance committee may be substantially different ftom the House of
Representatives.
The Senate Finance Committee then reports the bill to the Senate for consideration. One
hundred members make up the Senate. A majority of the votes (51 votes) is needed for Senate
passage on any legislation on taxes. Generally, the Senate permits amendments to be offered on
the Senate floor.
Assuming no disagreement between the House and the Senate, passage by the Senate
means referral to the President for approval or veto. However, the Senate version of the bill
usually differs ftom the version passed by the House, thus, the Joint Conference Committee is
called upon to resolve the differences. The Joint Conference Committee includes members of the
House Ways and Means Committee and the Senate Finance Committee.
The Joint Conference Committee consists of39 members. The reconciliation process
generally involves substantial compromise if the provisions in both bills are dissimilar. Once the
Joint Conference Committee comes to an agreement, a final bill is then resubmitted to the House
and Senate for approval. Again, a majority of the votes is needed in both the House and the
Senate. If the Joint Conference Committee bill is approved by the House and Senate, it is sent to
the President for approval or veto. A presidential veto may be overturned with a two-thirds
majority votes in both the House and Senate. If the bill is approved or if the President's veto is
overridden, the bill will become law and part of the Internal Revenue Code.
Throughout the legislation process, committee reports are prepared by the staffs of the
House Ways and Means Committee, the Senate Finance Committee, and the Joint Conference
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Committee. These Committee reports often explain the provisions of the proposed legislation and
are therefore a valuable source in ascertaining the intent of Congress.
The typical legislative process dealing with tax bills is outlined in exhibit 3.
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Clinton's Bill of Rights
On December 15, 1994 President Clinton announced his "Bill of Rights for Middle
America" during his nationally televised address. The plan intends to fulfill Clinton's campaign
pledge for a middle class tax cut. The proposed tax changes include approximately $60 billion in
tax credits and deductions, most which are aimed at families with young children or children in
college.
The centerpiece of Clinton's proposal is a tuition deduction that would apply to college
and other post-secondary tuition expenses. The Clinton Administration proposed a college tuition
tax deduction of up to $10,000 per year. The deduction is available in full to families with
adjusted gross income (AGI) of up to $100,000~ the $10,000 deduction would be completely
phased out at $120,000. The deduction would be phased out for modified AGI's of $70,000 to
$90,000 for single-filers. Various types of education qualify for the deduction, including
community college, worker training and vocation school. The deduction would be above the lines
(used to calculate AGI) and thus available to taxpayers who do not itemize.
Another tax break proposed by Clinton is an annual $500 nonrefundable tax credit for
children under the age of 13. Families with adjusted gross income up to $450,000 would receive
the full $500 credit. The credit is phased out for taxpayers with AGI between $60,000 and
$75,000, and is completely phased out for taxpayers with AGI exceeding $75,000. Taxpayers
claiming the earned income credit could not claim both credits.
The Clinton administration is also proposing a provision that would allow penalty-free
withdrawals from an Individual Retirement Account (IRA) if the funds are used for particular
activities. The provision would allow the use of the IRA money before retirement to pay for post-
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secondary education, care of an elderly parent, catastrophic health cost, unemployment, or the
purchase of a first home. In addition, a new IRA would be established and taxpayer could choose
between the traditional IRA and this "special" or back-loaded IRA. A back-loaded IRA is a tax
deferred account. Contributions to the special IRAs would not be deductible, but distributions
would be tax-tree if the funds remained in an account for at least five years. Taxpayers could
convert balances trom one type of IRA to the other without the to-percent penalty, but the
amount transferred would be included in the individual's income in the year of transfer.
President Clinton is also proposing to raise the IRA income limit for couples. Currently,
taxpayers can deduct up to $2,000 for contributions to an IRA if 1) the individual or his spouse is
not an active participant in an employer-sponsored retirement plan, or 2) the individual who is an
active participant in an employer-sponsored retirement plan hasAGI equal to $25,000 (or
$40,000 for a married couple filing a joint return). However, this deduction is completely phased
out if the individual has AGI of $35,000 ($50,000 for married taxpayers filing jointly). Under the
proposed rule, the credit would begin to phase-out at $50,000 a year, completely phasing out at
$100,000. For married taxpayers filing jointly, phasing out eligibility begins at $80,000 and
$100,000. See illustration in exhibit 4.
The budget includes a proposal described as a compliance proposal that would tighten the
rules for the earned income tax credit (EITC). This measure would limit the EITC to those
authorized to work in the United States by requiring taxpayers claiming the credit to provide valid
Social Security numbers.
Clinton's Bill of Rights
Contract with America
President Clinton is not alone in unveiling tax breaks. Republican members of the House
announced their version of tax breaks in their "Contract with America."
The Republicans' (GOP) "Contract with America" promised that several legislative bills
will be introduced within the first 100 days of the 104th Congress. They, however, only promised
that these bills will be debated on the floor, and did not assure their passage. Passage depended
on offsetting spending cuts, especially if the proposed balanced budget amendment becomes law
(Willens 33).
Out of the ten bills that comprised the GOP's "Contract with America," four included tax
provisions. These are the American Dream Restoration Act, the Senior Citizens' Equity Act, the
Family Reinforcement Act, and the Job Creation and Wage Enhancement Act.
The American Dream Restoration Act
Family Tax Credit. The American Dream Restoration Act provides a $500 refundable tax credit
for each "qualified child" under age 18. The full credit would be available only to families with
adjusted gross income under $200,000. This credit would be partially phased out when a
taxpayer's AGI reaches $200,000 and completely phased out when AGI reaches $250,000. This
provision would be effective for taxable years beginning after 1995. After 1996, both the credit
and phase-out threshold would be indexed for inflation (Willens 36). The underlying concept for
the family tax credit is to assist in making child rearing more.affordable in middle class America.
A family offour with an income of $28,000 would see their Federa.l taxes cut by one-third as a
result of this credit (Crawford 13).
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Credit for Married Couples. The American Dream Restoration Act also addresses the marriage
penalty. As a result of the 1993 Tax Reform Act, many married couples pay more tax than two
single people with the same combined income. The Act would allow two-earner married couples
filingjointly to claim a credit up to the amount of the marriage penalty -the amount by which the
couple's joint tax liable exceeds the sum of the individual liabilities they would incur if they filed
as single taxpayer -a situation that arises even when one spouse generates as much as 70 percent
of a couple's gross income (Willens 46). See exhibit 5 for illustration of marriage penalty. The
credit is capped so that the overall benefit to all filers does not exceed $2 billion. The Republicans
believe that, to make families stronger, people who marry should not be penalized by being taxed
at a high rate (Crawford 13),
American Dreams Saving Account (ADS). A nondeductible individual retirement account would
also be introduced under the American Dream Restoration Act. The Act would allow Americans
to contribute up to $2,000 per year (even if they are active in a qualified plan) into an American
Dream Saving Account. This threshold would be indexed for inflation beginning after 1996.
Non-working spouses would also be allowed to participate. Individuals would not receive a
deduction for putting money in the account (unlike current IRAs), however, distributions of
money that have been in the account for at least five years and which are "qualified" distributions
of money would be entirely tax free. A qualified distribution is one made after five years
beginning with the first year the taxpayer makes a contribution to an ADS account and is
precipitated by:
1. Retirement. Distributions occurring after the holder has attained 59 1/2 or become
disabled.
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2. Death. Distributions made to a beneficiary (or the individual's estate) on or after the
individual's death.
3. Special Circumstances. The distribution is a "qualified special purpose distribution"
made to a fund:
a. The purchase of a principal resident of a "first-time home buyer," an individual
who has not owned a principal residence at any time during the three preceding
years.
b. Postsecondary education expenses for account holders, their spouses, children
or grandchildren.
c. Medical expenses or long-term care insurance premiums incurred by the
taxpayer, his or her spouse or dependents (Willens 37).
A rollover from a regular deductible IRA could be placed in an ADS account in 1997.
However, the amount would be includable in income. To soften the blow, this amount would be
included ratable over four years beginning with the year the transfer occurs. The 10% IRA early
withdrawal tax would not be assessed.
The Senior Citizens' Act
Social Security. Currently, many senior citizens pay tax on their social security benefits. The
1993 Tax Reform Act increased the maximum percentage of taxable benefits from 50 % to 85%.
This Act calls for the repeal of the percentage increase. The reversion back to the maximum 50%
would be phased in over five years beginning in 1995.
The Senior Citizens' Fairness Act also provides for an increase in the amount a senior
citizen between the ages of 65 and 69 can earn before their benefits are reduced. Currently,
senior citizens lose $1 in Social Security benefits for ever.$3 they earn about $11,160. This
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provision, in effect, adds an additional 33% marginal tax rate on top of the eXistingincome tax
(Crawford 13). The Act would increase the annual earnings limit for senior citizens between the
ages of65 and 69 over a five-year phase-in period, to $15,000 in 1996 all the way to $30,000 in
the year 2000.
Long-Term Care. The Senior Citizens' Fairness Act also contains several insurance premiums
provisions. The Act would allow for tax-free withdrawals ttom IRAs, 401(k) plans, and other
pension plans for the purchase of long-term care insurance. Under the Act, long-term care
insurance would be treated as a tax-free fringe benefit, much like accident and health insurance are
presently considered. The Act also allows a deduction for long-term care insurance premiums
ranging from $200 to $2,000 per year depending on the taxpayer's age.
Accelerated Death Benefits. Finally, the Act would also allow accelerated death benefits to be
paid from life insurance policies to individuals who are terminally ill or permanently confined to a
nursing home (Crawford 14).
The Family Reinforcement Act
Adoption Expenses. The Contract's Family Reinforcement Act contains a series offamily-related
tax breaks. One of these breaks establishes a refundable $5,000 tax credit.for adoption expenses
such as adoption fees, court cost, and attorney fees. The objective is to make adoption affordable
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to middle-class families. The credit would be reduced if a taxpayer's AGI exceeds $60,000~ the
credit would be available in tax years after December 31, 1995.
Elder Care. The Family Reinforcement Act also provides for elder care assistance by providing a
refundable $500 tax credit for families caring for a dependent elderly parent or grandparent in
their homes. For purposes of this credit, a qualified dependent is a parent or grandparent unable
to perform the basic activities of daily living, or an individual who is disable ITom"cognitive
impairment" and who lives with the taxpayer for more than half of the year. The credit would be
available beginning in tax years after December 31, 1995. The assistance is intended as an
incentive for keeping the elderly at home rather than placing them in a nursing home.
The Job Creation and Wage Enhancement Act
The bulk of the tax measures are concentrated in the Contract's Job Creation and Wage
Enhancement Act. The objective of the Act is to help small business and reduce government
regulations.
Capital Gains Tax. The Job Creation and Wage Enhancement Act includes a 50 percent capital
gains-rate tax cut. It would allow for an exclusion from income of 50 percent of capital gains
realized in a tax year. Under current law, the excess of net long-term capital gain over net short-
term capital loss is taxed at a maximum rate.of28 percent for noncorporate taxpayers. The
proposed capital gain exclusion would be available to both taxpayers and corporations
(corporations are beyond the scope of this paper). The maximum capital gain rate would be 19.8
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percent for individuals (50% x 39.6). The proposed effective date is for gains received after
January 1, 1995.
The bill would also begin indexing capital gains for inflation prospectively, and would
index for inflation the basis of corporate stock and tangible business or capital asset property held
for more than a year, with some exceptions. The tangible property would not be indexed for the
purposes of determining depreciation, and also not qualifying for indexation are certain capital
assets specifically enumerated in the law, including S corporation stock, certain preferred stock
and stock in foreign corporations.
Furthermore, capital loss deductions would be allowed on the sale of a principal residence.
Under current law, a loss on the sale ofa residence may not be deducted if the property is sold
after January I, 1995. The current legislation would amend Section 165(c) of the Internal
Revenue Code by adding a fourth subparagraph, which would read, "In the case of an individual,
the deduction under subsection (a) shall be limited to...losses arising from the sale or exchange of
the principal residence (within the meanings of Section 1034) of the taxpayer." (Lear 7).
Neutral Cost Recovery System. The Job Creation and Wage Enhancement Act calls for a
revamping ofthe current depreciation system. The current system would be replaced by a
"neutral cost" recovery system. Currently, taxpayers cannot fully recover ( on an economic basis)
the cost of investments in depreciable business property. The proposal's goal is to increase
depreciation deduction to account for inflation and the time value of money. A House Republican
aide said that the neutral cost recovery system is the "economic equivalent of expensing." The
Contract with America
aide acknowledged that the measure would blur the difference between the various cost recovery
period categories in current law (Kirchheimer 935).
The Neutral Cost Recovery System would give taxpayers the option of either selecting
current law depreciation or using a method of depreciation in which there is some adjustment for
inflation. Under the second option, many taxpayers would not receive the tax benefits they enjoy
under the current law in the early year but would recapture these benefits.. and much more -in
later years.
Small Businesses. The Job Creation and Wage Enhancement Act also provides for an increase in
the Section 179 expense allowed from the current $17,500 to $25,000, phased in from 1996 to
1999. The $200,000 limitation of total assets placed in service during the year would remain
unchanged.
Home Office Deduction. Under the Act, the home office deduction would be liberalized, so that
taxpayers could qualify if the home office were used exclusively for business purposes, on a
regular basis, to perform tasks that could not easily be performed elsewhere, and if the office were
essential to the business. This provision would restore the home office deduction to its pre-
Soliman interpretation. The Soliman case made the home office deduction available only to
taxpayers who's home office was the "principal place of business" (interpreted to mean the most
important or significant place for the.business) and who spent a considerable amount of time at
the office relative to the total work effort (phillips 9-28).
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1) . the office is the location where the taxpayer's essential administrative or management
activities are conducted on a regular and systematic (and not incidental) basis by the taxpayer, and
2) the office is necessary because the taxpayer has no other location for the. performance
of the administrative or management activities of the business (Lear 12)
Unified Credit Increase. The Job Creation and Wage Enhancement Act would also increase the
Unified Estate and Gift Tax Credit to $700,000 in 1996, $725,000 in 1997, and $750,000 in
1998. After 1996, these amounts would be indexed based on the consumer price index (CPI).
Under current law, a unified credit is allowed which equates to an exemption of $600,000.
The "Contract with America" calls for some significant changes to the current tax code.
The Contract undoubtedly is the most ambiguous tax initiative since the Tax Reform Act of 1986.
Everything trom depreciation to the estate-tax exemption would be affected. Proponents of the
Contract with America believe that the changes would stimulate the economy, ease the tax burden
on the lower and middle classes, and make the tax system more equitable. However, opponents
believe thatthe benefits to the lower and middle classes would be minimal, whereas, the tax
reduction for the 'Wealthy,through the capital gains cut, would be significant. Opponents also
believe that the tax proposals would stagnate the economy (Crawford 14). Given the makeup of
the current Congress, the Contract' schances of passage are quite high. Although, as the
Republican tax proposals make their way through the House and Senate, they will most certainly
be modified.
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House Ways and Means Committee
The "Contract with America" discussions at the House Ways and Means Committee began
on January 5, 1995 -the second day of the 104th Congress. Richard A. Gephardt, D-Mo., told
reporters that tax issues were probably the most politically divisive issues of 1995. "The big
change, the big difference, is on taxes," he emphasized. "They will be a major, major point of
contention in the early days (of the new Congress)." But while the Republicans wanted to
provide tax relief to the wealthy, Democrats wanted tax cuts targeted to "middle-class" families
earning less than $75,000 per year.
One of the first decisions the new Ways and Means Committee made, during its initial
organizational meeting, was to reject a proposal to require that any measure reported out of the
committee be deficit-neutral. A "pay-as-you-go" requirement was established as an amendment
to the committee rules. Many agreed that the committee should look to other committees to help
pay for the tax relief that constitutes much of the GaP's contract. It would not be wise to pass a
bill that would raise the federal deficit overall, without offsetting it with deficit reductions in other
programs.
The Debate
Although the Democrats were unable to prevent committee action on the Contract's tax
bills themselves, they were able to slow down the process and make it more difficult and tedious
for the new majority. The Democrats had raised a host of issues during the Contract's debate that
they wanted clarified. Many of the issues raised questions about the policies underlying the
Republicans' plan. For example, on capital gains tax relief, the Democrats asked about the impact
~ u
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of a retroactive provision requiring that long-term capital losses be offset $2 for $1 against
ordinary income and another proposal allowing taxpayers to claim losses on sales of their personal
residences. Democrats also asked whether the Republicans intentionally crafted the capital gains
indexing proposal so that taxpayers with nominal capital gains would be able to claim capital
losses.
Other questions clearly reflected differences between the two parties' tax policy
preferences. For example, the Democrats asked why the Contract establishes tax credits for
families with income over $170,000 while eliminating Aid to Families with Dependent Children,
an entitlement benefiting lower-income families. On the marriage penalty, the Democrats claimed
the contract sets aside only enough money to solve one-seventh of the problem and leaves
unanswered of who would benefit from.the relief The Democrats also challenged the Republican
majority on the proposal to repeal the increase in the amount of Social Security benefits subject to
taxation, claiming that the idea would reduce receipts in the Hospital Insurance trust fund by
roughly $50 billion (Kirchheimer 459).
Another problem that has emerged was in regards to the neutral cost recovery system
(NCRS). Initially, NCRS was to be the first casualty of the GOP's "Contract with America~'tax
package, but House GOP leaders believed that to drop any item would be to break faith with the
American people. Thus, NCRS survived the House Ways and Means Committee.
But as we will see later, NCRS was voted out by the Senate.
NCRS was a proposal aimed at encouraging businesses to make capital investments by
allowing them to deduct the equivalent of the full present value of a purchase regardless of its
useful life. Deductions would have been increased annually to compensate inflation and allow for
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a return of capital of 3.5 percent per year. The tax provision was developed to allow businesses
to fully recover their costs and give U.S. companies in countries that have more favorable
depreciation rules.
Many factors caused the demise to NCRS, however, two stand out the most. First,
despite the "neutral" name, the proposal is anything but "neutral" from a revenue standpoint,
losing an estimate $140 billion from fiscal 2000 -2005, according to Treasury (Jones 631).
Second, NCRS did not receive much support from the business community, the very people from
whom it was intended. They were sending messages to the inner sanctum of the capitol: dump
NCRS. Businesses lacked enthusiasm for NCRS. The NCRS provision would be too complex to
determine and understand.
The capital gains provisions was another problematic issues in the House Ways and Means
Committee (HWMC). Critics argued that the capital gains cut would hamper capital flows to
small businesses by eliminating the current preference under Section 1202 for small-business
stock. Also, indexing capital gains brought controversy. This also was too complex (see "Does it
Meet the Criteria for a Good Tax Structure?" section). Henry Aaron of the Bgrookings
Institution said that indexing capital gains for inflation would invite tax attorneys and accountants
to establish tax shelters. He added that small businesses again would receive little or no tax basis
to index (Stokeld 1230).
Contract with America House Ways and Means Committee 16
Contract with America passes the House Ways and Means Committee
On March 14, 1995 the House Ways and Means Committee approved the Contract with
America Tax Reduction Act (CWATRA). It passed on a party-line vote, and the GOP reported
the billto the floor, 21 to 14, with one Democrat absent.
A few changes were made to already existing tax provisions of the "Contract with
America" and additional tax provisions were included by the House Ways and Means Committee.
For the American Dream Restoration Act, the $500 family tax credit was made nonrefundable.
Apparently, there had been much confusion on the initial draft of the credit which led many to
believe it was a refundable credit. Second, the credit proposed for married couples that
eliminated the marriage penalty was capped. Joint filers could be eligible for.a nonrefundable
credit of up to $145, based on tax liabilities that would result if single-filer rates were applied to
each spouses earned income. Initially there had not been a limit. Finally, under the American
Dream Restoration Act, the Individual Retirement Account proposal increased nonworking
spousal contributions from the current $250 deductible limit to $2,000. The "American Dream
Savings Account" would remain in the Act unchanged.
No changes were made to the Senior Citizens Act nor the Family Reinforcement Act.
(Recall that the Senior Citizens' Equity Act contained provisions for Social Security, long-term
care, and accelerated death benefits, and the Family Reinforcement Act consisted of provisions for
adoption expenses and elder care.) However, a few changes were made to the Job Creation and
Wage Enhancement Act. The original bill proposed indexing capital gains that had a one-year
holding period requirement. Under the HWMC's new.proposal, which provides indexing to
individuals, assets must be held for more than three years.
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Due to controversy regarding benefits (not enough) to small businesses, the HWMC's
proposal would increase the Section 170 expensing amount for small-business equipment from
$17,500 to $35,000, instead of $25,000, over four years. Also to help small businesses, the
unified estate and gift tax credit would be increased over three years to $750,000, up from
$600,000, and indexed for inflation. Other amounts such as the annual exclusions for gifts, would
also be indexed.
Even though the neutral cost recovery system has virtually no support among its intended
beneficiaries, it was left intact, unchanged, because omitting it would have created a revenue
shortfall (Jones 1367).
The Joint Committee on Taxation (JCT) has estimated the budget effects of the Contract
with America Tax Relief Act of 1995. According to JCT, the tax relief act would cost $188.8
billion between 1995 to 2000, with the most costly provision being the $500 per child family tax
credit ($104.9 billion over the same period).
The Contract passed to the House floor the week of March 20, 1995. There the contract
will be paired with dollar-for-dollar spending cuts reported by other committees.
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The House of Representatives
The Debate
The GOP tax relief, H.R. 1215, which breezed through the House Ways and Means
Committee plunged both parties into an identity crisis. House Republicans were split over
whether to stick to a very expensive tax bill their leaders contended the American people
expected, or pursue deficit reduction that the polls showed voters preferred.
The $500 child credit is also an issue for the House of Representatives. The House
leaders attempted to turn aside a revolt by 102 members (including 10 committee chairmen)
against granting the child credit to families making more than $95,000. However, Speaker Newt
Gingrich and Majority Leader Richard K. Armey, R-Texas, want to keep the credit as it is-
available to families with income of $200,000 to $250,000. GOP leaders argue that they are
disappointed whenever anyone adopts Clinton Administration's class warfare arguments, instead
of working to strengthen all families in America.
On March 28, 1995 Republican leaders introduced H.R. 1317, which packages the tax bill
with a discretionary spending cap and various entitlement cuts the leaders wanted. This bill was
to be the new vehicle for The Contract with America Tax Relief Act (H.R. 1215).
Another argument that caused conflict at the House began when 30 moderate
Republicans publicized an amendment that would put deficit reduction before tax cuts. In a letter
to the Rules Committee,. they said the amendment would allow the tax cuts to take effect "only
after the Office of Management and Budget certifies that legislation passed and signed into law
this year truly gets us to a zero-deficit in 2002.
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Tax Bill Passes the House
Although many problematic issues were raised during talks about the contract, the House'
passed its tax bill on AprilS, 1995. The House met its goal; putting the 10-item Contract with
America to a vote in 100 days. Most of the holdouts for limiting certain tax relief and tying all tax
cuts to deficit reduction goals held their peach, demonstrating impressive party discipline in a 246
to 188 victory. Only 11 Republicans broke rank, along with 27 Democrats (Kirchheimer 151).
Most of the arguments that arose during the debate basically ended when the House
approved the rule, 228 to 204, preventing consideration of the amendment to lower the income
ceiling on the child credit. Lawmakers then added the compromise with moderate Republicans
linking the tax cuts to deficit reduction.
,r
Late in the House proceedings, Democrats then tried to use a new House rule against the
r
!
Republicans. Rep. James P. Moron, D-Va., argued that two provisions of the bill- the indirect
tax increase on Federal workers and the biles capital gains relief provisions -would result in tax
rate increases and therefore should be subject to a three-fifths vote. This attempt failed, 228 to
204.
The House was also getting heat from the White House. The Clinton Administration
"strongly opposed enactment ofH.R. 1215 because it is fiscally irresponsible and would provide
disproportionate tax benefits to the wealthy at the expense of programs for average
Americans."(KirchheimerlS2). The Senior advisers recommended a veto ofthe bill.
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Senate Finance Committee
The Senate had three options: copy the House's tax cuts exactly, ignore them all
together, or adopt only some of them into an omnibus budget reconciliation bill. The Budget
Committee began drafting the 1996 budget resolution on April 26, and Chairman Pete V.
Domenici, R-N.M., had said he wanted to stick to a budget-balancing plan that does not include
the House's tax cuts. Other Senate Republicans; however, were committed to the GOP's image
as the party of lower taxes and wanted to make tax relief the centerpiece of the budget.
Many Republicans, several of whom serve on the Finance Committee, would prefer no tax
cuts, but ultimately, did allow some level of tax relief Capital gains probably had the broadest
and most bipartisan support, with expanded IRAs second.
The Debate
In the beginning of October 1995, serious negotiations began regarding the tax cuts in the
"Contract with America." The $245 billion in tax cuts (7-years estimates) and the $24 billion in
various tax measures were added to the Senate's omnibus.budget reconciliation bill.
The tax cuts, many of them "Contract with America" items, included in the Omnibus
Budget Reconciliation were the $500 child credit, capital gains tax relief: liberalized IRAs, and
medical savings accounts.
The Senate Bill
On October 19, 1995, the Senate Finance Committee approved its version ofa tax bill.
The changes are in Title VII (Spending Control Provisions) and Title XII (Revenue Reconciliation
~................_..................._......................................................................................................................................................................................................................................................................
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Act of 1995) of the Senate's fiscal year 1996 budget reconciliation bill, the Balanced Budget
Reconciliation Act of 1995. The Senate version of the bill united Republicans, who fought off
Democratic amendments.
The Senate Finance Committee, on an 11 to 9, party-line vote, approved a tax bill that
Republicans promised would help the economy, small businesses, and families with children.
With a $500 child credits as its centerpiece, the Finance Committee's revenue
reconciliation bill would spend $252 billion over seven years. It would cut capital gains taxes,
expand IRAs, and grant estate tax relief The cost of the plan blossoms another $142 billion in
the three years outside the seven-year budget window (Godfrey 391).
The plan would raise about $21 billion over seven years through "corporate and other
reforms and miscellaneous provisions" and another $6 billion by.extending three superfund and oil
spill liability taxes -which accounts for a net revenue cost of $225 billion. Another $170 billion
of the cost will offset the fiscal dividend: the lower interest costs that will be realized because of
spending cuts assumed under the budget reconciliation. The remaining $54 billion is not paid for
and will reduce the rate at which the deficit falls.
The revenue reconciliation bill, as mentioned earlier, was added by the Senate Budget
Committee to a budget reconciliation package. This package contains cuts to Medicare,
Medicaid, and Welfare programs. That package, in turn, was voted on by the Senate and taken to
a conference with the House, which has worked out its own legislation.
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What was Passed?
The following tax proposals are just highlights of the tax provisions included in the Senate
Finance bill.
Child Tax Credit. Effective 1996, a nonrefundable tax credit of up to $500 for each qualifying
child would be allowed. For a child to qualify:
-the taxpayer must be entitled to claim a dependent deduction for the child~
-the child must be a son or daughter of the taxpayer, a grandchild, a great grandchild, a stepchild,
an adopted child, or a foster child who has the same principal place of abode as the taxpayer for
the entire tax year, and
-the child must be under the age of 18 as of the end of the year.
The credit would phase out as adjusted gross income rises above a specified threshold.
The credit would be reduced by $25 for each $1000 of AGI (or ftaction) above the threshold.
The threshold for married taxpayers filing joint would be $110,000. For single or head-of-
household returns the phase out would begin at $75,000. The thresholds would not be indexed
for inflation (SR 5).
The adjusted gross income needed to phase out the credit completely would depend on the
number of qualifying children. Larger families would continue to qualify for the credit at higher
AGI levels than smaller families. For a taxpayer with one qualifying child, the credit would be
phased out completely when AGI is $19,001 over the applicable threshold level ($75,000 or
$110,000). With two qualifying children the credit would be phased out completely when AGI is
$39,000 over the applicable threshold (SR 5).
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To illustrate, assume John and Jill Doe file a joint return reporting $135,500 of adjusted
gross income. The Doe's have two qualifYingchildren. Since their AGI exceeds the threshold by
$25,500, the phase out would reduce the otherwise allowable credit [$1000 ($~OOx 2 children)]
to $350 [ $1000 -650 ($25 x 26)]. If they had only one qualifYingchild, the credit would be fully
phased out.
The "Contract with America" includes a similar credit, but it would phase out between
$200,000 and $250,000 of adjusted gross income. Also, both the credit and phase out levels
would be indexed for inflation after 1996 under the contract rules.
Capital Gains. The Finance reconciliation bill provides a capital gain rate cut for individuals.
Effective for sales (and installment payments received) after October 13, 1995, the bill would
allow noncorporate taxpayers to deduct 50% of their net capital gain. The current rule limiting
the tax rate on the net capital gain of a noncorporate taxpayer to 28 percent would be repealed.
One half of the capital gains deduction would be a preference for alternative minimum tax
purposes. Collectibles would be excluded ITomnet capital gain, but gain from the sale of
collectibles held for more than one year would be taxed at a maximum rate of 28 percent.
The $3,000 annual limitation on the deduction of capital losses would continue to apply,
but for losses arising in tax years beginning after 1995 it would take $2 of long-term loss to offset
$1 of ordinary income. Accordingly, it would take $6,000 oflong-term capital loss to produce a
$3,000 capital loss deduction.
Current law provides individuals with a 50 percent deduction for the sale of small business
stock acquired at original issue and held for at least five years. One-half of the minimum tax
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preference item. Under the Senate bill, the taxable portion of the gain on the sale of small
business stock would be eligible for the new 50 percent deduction. Thus, only 25 percent of the
gain from a qualified sale of stock would be taxed. Consequently, the effective rate under the
regular tax on the gain of an individual in the highest bracket would be 9.9 percent (25 percent of
39.6 percent) (Manning 398).
The "Contract with America" includes the 50 percent net capital gain deduction for
individuals, effective for tax years after 1994. The contract also has the same 2:1 rule on capital
losses. The existing provision for small business stock would be repealed. Provisions in the
contract that are not in the Senate bill would treat a loss on the sale of a personal residence as a
capital loss and provide a mechanism to index for inflation the basis of certain newly acquired
assets.
Individual Retirement Accounts. The Senate Finance plan would make substantial revision to the
rules for individual retirement accounts, by increasing the income limits, allowing contributions
for nonworking spouses, and allowing penalty-free withdrawals for first-time home purchases,
medical expenses, lengthy periods of unemployment, and higher education expenses.
The plan would also create a back-loaded IRA for which contributions would be taxable
but earnings, if held for more than five years would be tax-exempt. The spousal donations and
liberal withdrawal rules proposed in the "Contract" will also apply.
The Senate Finance plan also provides for medical savings accounts (MSA). The MSAs
are IRA-type accounts touted by supporters as a means of encouraging Americans to be more
cost-conscious in buying health care service. The tax bill restricts MSAs to only those individuals
who are covered by a "high-deductible health plan," which is defined.as one with an annual
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deductible of at least $1,500 (for individual coverage) or $3,000 (for plans that cover more than
one individual).
An MSA would be a trust or custodial account designed to help individuals or families pay
medical expenses. Withdrawal ftom the MSA would be tax ftee as long as they are used for
paying medical expenses of the beneficiaries, i.e. the member s of the family for whom the MSA is
established. There could be only one MSA for a family.
Estate Tax. The unified credit allowed against estate and gift taxes would be increased from
$192,800 (which effectively exempts $600,000 ftom taxation) to $248,300 in 2001 (an exemption
equivalent of $750,000.) The increase would be placed in so that the exemption equivalent
amount would be $625,000 in 1996 and would increase by $25,000 in each succeeding year until
it reaches $750,000 in 2001.
The "Contract with America" would increase the unified credit more rapidly so that the
exemption equivalent amount would be $700,000 in 1996 and would reach $750,000 in 1998. In
addition, the credit would be adjusted for inflation after 1998.
Family held businesses would also get a big boost ftom a measure that would exempt the
first $1.5 million of the business ftom estate tax. The measure would also exempt 50 percent of
the next $3.5 million in family-held assets ftom the estate tax. Neither of these provisions were
included in the "Contract with America."
Damages. The Finance Bill also contains a measure that would modify the treatment of damages
to include awards of punitive and nonphysical damages in income. Damage awarded for personal
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physical injuries would remain excludable under Internal Revenue Code Section 104. This would
tax all punitive damages and all nonphysical injury awards.
Marriage Penalty. The basic standard deduction for married individuals would be increased. For
1996, it would increase to $6,800 on a joint return. For later years the deduction would increase
from 3 percent to 8.5 percent, reaching $10,800 in 2005. After that, it would be indexed for
inflation.
While the bill refers to this provision as a reduction in marriage penalty, it would provide
relief only for taxpayers who do not itemize deductions. Moreover, it would benefit taxpayers
even if they are not hit with the marriage penalty.
This provision differs from the "Contract with America's" solution to the marriage
penalty. The Contract would have provided a nonrefundable credit of up to $145 for married
couples whose tax liability would be greater than if unmarried.
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The Senate
America."
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After completion of the Senate Finance Bill, the bill was sent to the Senate for approval.
With minor amendments to the bill, the Senate passed the tax bill on October 27, 1995. The
amendments made to the tax bill were unrelated to the tax provisions in the "Contract with
The Joint Conference Committee
The Joint Conference Committee Bill
The tax provisions are part of a massive budget reconciliation bill. The major features -
ironed out by House and Senate conferees -include compromise version of the child credit, a
capital gains tax cut, liberalized IRAs, and estate tax relief.
Family Tax Credit. Conferees agreed to make the child credit partially retroactive to October 1,
1995. This would allow for a credit of up to $125 per child for eligible taxpayers for 1995.
However, GOP lawmakers said, because 1995 tax forms have already been printed, and to keep
the up-ftont cost lower, taxpayers will not claim the.credit when they file returns next April.
Instead, the IRS will calculate the credit after tax returns are filed and send out rebates after
October 1, 1996.
The credit would be phased out for single filers with $75,000 to $95,000 of income and
for married couples filing jointly with $110,000 to $130,000 of income. This is what the Senate
had proposed in their tax bill. Recall that the House-passed bill contained phase out ranges of
$200,000 to 4250,000.
Capital Gains. Capital Gains realized on assets sold after 1994 would face a maximum effective
tax rate of 19.8 percent for individuals. After 2001, capital gains on assets held more than three
years could be indexed for inflation. Assets eligible for indexatiQn would include common stock
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of C corporations and tangible property that is a capital or business asset. In the Senate's bill,
indexation was not allowed, but it was in the House's bill. -.
Individual Retirement Accounts. The House-Senate compromise would increase, in annual
increments of $5,000, the income phase out for deductible IRA contributions. Under those
increases, the phase out range for single individuals would run ftom $85,000 to $95,000 and ftom
$100,000 to $120,000 for couples filing jointly.
The House and Senate also agreed to the creation of back-ended IRAs along the lines of
the "American Dream Savings Account" envisioned in the GOP's "Contract with America." No
income limit for eligibility was proposed for these accounts. Contributions would be
nondeductibe, but withdrawals of funds held at least five years would be tax-ftee for those age 50
1/2 or older. Younger taxpayers could make tax-ftee withdrawals after five years for first time
home purchases, higher education costs, and lengthy periods of unemployment.
For both types of IRAs, the annual contribution limit of $2,000 would be indexed
beginning in 1996. The House and-Senate also agreed to create medical savings accounts (as
proposed by the Senate). These accounts are essentially back-loaded IRAs with annual
contribution limits of $2,000, with withdrawals tax-1Teeifused for medical expenses.
On expensing, conferees modified the House's $10.1 billion provision to one that would
cost 3.2 billion over seven years by increasing the 1996 expensing allowance to $19,000 and then
by $1,000 per year until it reach $25,000. The $25,000 amount was the amount originally
proposed in the "Contract with America." The House-passed-bill had increased this amount to
$35,000.
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Social Security. Congress dropped the proposed social security provision in the House bill. This
provision would have gradually repealed OBRA 1993 increase (from 50.percent to 85 percent) in
percentage of Social Security benefits subject to income tax.
Education. Conferees retained Senate language to provide a $2,500 above-the-line deduction for
interest paid on student loans during a taxable year. The deduction would be phased out ratably
for single taxpayers with AGI of $45,000 to $65,000, and married couples with AGI of $65,000
to $85,000. The phase out levels would be indexed.
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-Back to the House and Senate
The Joint Conference Committee Bill was sent back to the House and Senate for their
respective approval. On November 17,1995 the House voted 237 to 189, and the Senate voted
52 to 47, to approve the Joint Conference Committee bill.
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The Bill Moves to the President of the United States
On November 27, 1995, President Clinton vetoed the Seven-Year Balanced Budget Act of
1996, H.R. 2491 which contains the $245 billion tax cuts of the Contract with America. House
and Senate leaders had assumed Clinton would veto their budget reconciliation bill.
President Clinton vetoed the bill because the House and Senate proposed to pay for the
tax cuts.by cutting spending in MediclU"e,Social Security, Welfare, and Education programs.
Clinton does not want to cut spending in these programs. The President would rather cut
spending in the Departments of Energy, Housing and Urban Development, Transportation,
General Services Administration, and the Office of Personnel Management.
Another reason President Clinton vetoed the bill was because in his opinion, most of the
tax cuts factor the wealthy rather than middle- or low- income families. The President's proposal
are geared toward middle-class. Deputy Treasury Secretary Lawrence H. Summers emphasized
that it was not because the White House thinks no good can come ftom tax relief for the rich, but
because tight budgetary constraints make it necessary to set priorities. The administration's
biggest complaint was that the GOP tax cuts would benefit the rich at the expense of the poor and
middle class. Clinton's proposed tax cuts would provide deduction for tuition and "other
investments in human capital," and he would spare MediclU"eand education programs £Tomheavy
cuts.
Consequently, Congress and the White House will have to sit down and achieve a
compromise plan by Christmas 1995. As of this writing, Congress and the White House continue
to work on reaching a compromise.
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Criteria for a "Good" Tax Structure
In 1776, Adam Smith established criteria for a "good" tax structure (phillips 1-11).
Smith's four "canons of taxation" -equity, certainty, convenience, and economy -are stillused
today when tax policy issues are discussed.
Equity
The first criteria for a "good" tax structure ~ equityor fairness. Withinthis criteria are
horizontal equity and vertical equity. Horizontal equity says that taxpayers with equal ability to
pay tax should pay the same. Vertical equity states that taxpayers with more "ability to pay" taxes
should pay more taxes. Fairness or equity is, however, an elusive term that is extremely difficult
to measure.
Certainty
A certain tax is one that assures the government a stable source of operating revenues and
provides taxpayers with some degree of certainty concerning the amount of their annual tax
liability. A tax that is simple to understand and administer provides certainty for taxpayers.
Convenience
The third criteria for a "good" tax structure is convenience. A tax law should be easily
assessed, collected, and administered. A taxpayer should not be overly burdened with the
maintenance of records and compliance considerations.
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Economy
Economy is the final criteria for a "good" tax structure. An efficient tax structure should
require only minimal compliance and administrative cost. The IRS collection costs are fairly
minimal relative to the total collections of revenues !Tomthe federal income tax, amounting to less
that .5% of revenues (phillips 1-13). Estimates of taxpayers compliance costs are less certain.
One indicator of total compliance costs for tax payers is the demand for tax professionals. Tax
practice has been and continue to be one of the fastest growing areas in public accounting firms.















Does the Joint Conference Committee Bill Meet the Requirements?
The current Federal tax system is too complex and difficult to administer and some of the
proposed changes in the Joint Conference Committee Bill should have simpler alternatives.
Congress should try to minimize the inefficiencies rather than add to it. Thus, it is important that
the proposed tax changes meet the tests of fairness, certainty, convenience, and economy.
Child Credit
In my opinion, the $500 nonrefundable child credit meets all the criteria for a "good" tax
structure except for certainty. The credit is fair because it has been proposed to assist taxpayers
in making child rearing more affordable. Also, vertical equity is met with this proposal because a
taxpayer's income level increases (as does their "ability to pay") the credit begins to phase out at
an income level of $75,000 for single taxpayers and $110,000 for joint filers. Thus taxpayers with
a greater ability to pay taxes are paying more taxes.
Convenience and efficiency are also met. A taxpayer will not be overly burdened with the
maintenance of records and compliance considerations. The same information needed to receive
the dependency exemption will most likely be required for the child credit. Thus, this proposal
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will require only minimal compliance and administrative costs.
The certainty criteria for a "good" tax structure is not met with the child credit proposal.
Using retroactive dates for changes in the tax law does not help to accomplish the objective for
"certainty." If the JCC bill becomes law, the effective date for the child credit will be 10/1/95.
Although most taxpayers will probably not complain about receiving the credit, the retroactive




The House-Senate's proposal for existing IRAs will add complexity to the current tax
system if passed into law. Indexing the $2,000 contribution limit would require difficult
calculations make this proposal too complex. Because the indexing proposal is not simple to
understand it does not provide much certainty for taxpayers.
The Joint Conference Committee Bill will also allow nonworking spouses to contribute
$2000 to an IRA. I believe this is not a fair provision. This is simply a benefit for the rich
because it would allow them to reduce their current tax liability by taking a deduction for the
contribution. This provision is probably not going to change the lives of people struggling to
achieve ~he American dream.
But I do believe the provision that will allow penalty-free withdrawals for qualified
expenses is fair. this will allow taxpayers who really need the money to have access to it without
being penalized. Although it meets the criteria for fairness, this provision will not be too
convenient or efficient. A taxpayer making qualified withdrawals will have to maintain records to
prove they qualify for the penalty-free withdrawals, and the IRS compliance costs will increase.
Education
I believe the above-the-line deduction of up to $2,500 a year for loan interest on qualified
higher education expenses is a fair provision. It provides an incentive for higher education. The
deduction will help minimize the high costs of postsecondary education. This provision will also
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provide vertical equity because the deduction will be phased out for taxpayers with higher income
levels.
But the indexation of the phase-out range will cause some complexity. Indexation calls
for difficult calcuIations~thus, decreasing both simplicity and certainty.
Marriage Penalty
The marriage penalty is a provision that meets all the criteria for a good tax structure. The
increase of the standard deduction for joint filers will eliminate or decrease the unfair marriage
penalty making it possible for taxpayers with the same ability to pay tax pay the same (horizontal
equity). The provision is also simple to understand and administer. The deduction should not
substantially increase the IRS's compliance and administrative costs. The administrative costs
associated with this provision will be kept to a minimum.
Adoption Credit
The Joint Conference Committee will also provide a nonrefundable credit (with 5-year
carryforward) of up to $5,000 for qualified adoption expenses. This is a fair provision because
the cost of adoption is fairly high resulting into a childless home for families of modest income.
The credit also has vertical equity because it is not available to taxpayers who have a greater
"ability to pay."
The adoption credit is fairly simple. It is understandable, easy to administer, and has
minimal compliance cost. Thus, the adoption credit meets the other three qualification for a
"good" tax structure: certainty, convenience, and efficiency.




The Joint Conference Committee's capital gains provision is too complex. It treats assets
differently and provides opportunities for abuse. Indexing would require too many difficult
calculations, and the 50% capital gains deduction combined with cost basis indexing would be
incomprehensible to most taxpayers. The complexities associated with the capital gains provision
outweigh the possible benefits.
Because of its complexities, the capital gains deduction will be very difficult to administer;
. thus, increasing compliance and administration costs. Compliance will also be difficult for
taxpayers to achieve. A taxpayer with capital assets will be overly burdened with the maintenance
of records and compliance considerations. The capital gains provisions is also not very
economical because taxpayers with capital gains will most likely seek professional assistance to
ensure compliance.
.aa n
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"Sill of Rights for Middle America"
Clinton's IRA Proposal Illustration
Example: Maria Is a married taxpayer who Is an active participant in an employer sponsored
retirement plan. She files a joint return with her spouse; together they have adjusted





6,000/10.000 = 60% dlsa"owed
$46,000










American Dream Restoration Act
Marriage Penalty Illustration
Two Single Taxapyers
with taxable income of $25,000
Two Married Taxpayers Filing Jointly
with taxable income of $50,000
Tax Liability:
$3,412.50





3360[§50,OOO - 38,000) x .28
$9,060.00
**Marriage Penalty equals $977 ($9,060 -8,083)
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